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PREFACE 


This is a polite age. The old saloon or speak-easy is called 
a “tavern.” Enforcement is concealed in a vocabulary of 
“compliance.” Economic regimentation is euphemistically 
described as social “planning.” And—last but certainly not 
least—debasement of the currency is advocated under the 
label of “devaluation.” 

What is “devaluation”? What are the objectives of those 
who advocate it? Is it relief to debtors? Or expansion of our 
exports? Or the attainment of a higher price level? Can we 
reach those varied ends by this method? 

Professor Hardy, of the Brookings Institution and the 
University of Chicago, is well known for his work 6n mone- 
tary and banking subjects. His Credit Policies of the Federal 
Reserve System is a recent and distinguished contribution to 
the literature in this field. 

This is the eighth of a series of Public Policy Pamphlets 
which the University of Chicago is publishing. Frequently 
the scholarly journals give no attention at all to problems 
that have an acute but temporary interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable public service by mak- 
ing available to the public whatever special training and in- 
formation it may have at its disposal. The continuation of 
such a series will, of course, depend upon its reception by the 
public. 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 
that they in no way involve the responsibility of the Univer- 
sity of Chicago. 


Harry D. GIDEONSE 
November 25, 1933 
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PREFACE TO THE THIRD PRINTING 


Since publication of this pamphlet in 1933 the world has 
had an interesting and varied experience with devaluation of 
currencies, an adequate discussion of which would far outrun 
the scope of a pamphlet. The United States returned to a de 
facto gold basis early in 1934, and most of the leading cur- 
rencies were fairly stable in relation to one another, and 
nominally with respect to gold, until 1936. Very recently, 
however, devaluations have been effected in most of the 
countries which resisted the pressure for devaluation during 
the more acute stages of the depression, with results that 
cannot yet be appraised. 

We do not undertake at this time a revision of the pam- 
phlet, but merely call attention to the following points: 

a) The statement made on page § relative to the methods 
of Treasury financing is no longer true. The debt of the 
United States government has increased greatly and the 
expansion has been almost entirely in the short-term debt. 
The increased volume of government debt outstanding is 
mostly accounted for by the increased holdings of United 
States securities by banks, and by governmental agencies. 

5) There has been a marked expansion in the volume of 
bank credit outstanding, but the increase has not been due 
to the increase in nominal volume of gold which resulted 
from the devaluation. The bulk of the nominal increase in 
gold stock which resulted from the mark-up in the price of 
gold is still immobilized in the Stabilization Fund. More- 
over, the volume of bank credit outstanding would be amply 
supported by the smallest gold reserve the United States has 
had since 1924. 

c) In the author’s judgment the experience of the past 
three years confirms the generalizations on page 24 with 
regard to the pernicious effects of devaluation on inter- 
national trade. There has been a pronounced economic re- 
covery, in which the great majority of countries have par- 
ticipated, but international trade has lagged far behind the 
pace of recovery. In the case of the United States this fact 
has been of less consequence than elsewhere, because of the 
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smaller relative importance of foreign trade in our economy. 

Such recovery of international trade as has occurred has 

taken place chiefly between countries both of which devalued. 
~ Exports and imports have both risen wherever cither rose. 

d) Devaluation in the United States undoubtedly raised 
the prices of certain commodities, notably silver, cotton, and 
wheat, and thereby effected a redistribution of the national — 
income in favor of the producers of those commodities at the 

a expense of the rest of the community. This result of devalua- 
tion was prompt and decisive. Whether devaluation was a 
controlling factor in the subsequent rise of the prices of 
domestic commodities is debatable. The writer does not 
believe that it was. 
¢) On the other hand it is no longer truce, as is stated on 
page 26, that the countries which remained on gold have 
suffered no more in their foreign trade than have the countries 
which devalued early. The new evidence points strongly to 
the conclusion that it is disastrous for a few countries to 
maintain the old gold content of their currencies when the 
overwhelming majority of economically important countries 
devalue. However, it is to be noted mee f in all of the countries 
which resisted devaluation the measures taken to defend the 
currency were such as to insure the destruction of their 
roam trade, Increased tariffs, import quotas, em em. 
ve grown stricter and stricter; it is 
the situation itself that have d 
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DEVALUATION OF THE DOLLAR 


During the last two years there has been much talk about 
the desirability of “devaluing” currencies, and particularly 
the currency of the United States; that is, of reducing the 
amount of gold which makes a legal coin, or in the absence of 
gold coinage, the amount of gold which the government agrees 
to pay out on demand in redemption of its paper currency. 
In the main, this suggestion comes from those who are con- 
vinced, for one reason or another, that the money supply 
should be increased, and the value of money thereby reduced, 
though recently the idea has gained support among those who 
oppose the whole inflationist program. These reluctant re- 
cruits regard devaluation as the lesser of two evils, the greater 
evil being the continuance of the present arrangement. In 
this pamphlet we shall appraise the devaluation program as a 
means of effecting positive social benefits, not as a mere con- 
cession to political necessity. 

As the commodity basis of currency for the past half-cen- 
tury has been gold in nearly all the leading countries of the 
civilized world, we shall in the discussion ignore alternative 
forms of metallic redemption and speak only of the gold stand- 
ard, though most of what is said would be equally applicable 
to a silver or a bimetallic currency. 

The questions which we seek to answer may be summarized 
as follows: 

1. What is “devaluation”? With reference to gold coins 
and paper actually convertible into gold, the answer is ob- 
vious, but what does devaluation mean in the case of a paper 
currency which has only a nominal gold equivalence? d 

2. What are the objectives of devaluation? Is it primarily 
intended to relieve the government of a part of its obligations, 
or to control foreign trade, or to relieve debtors, or to stimu- 
late business? 

3. What is the ethical basis of devaluation as a means of 
relieving debtors? re 
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4. What is the probable after-effect of devaluation on the 
creation of capital? Will it undermine thrift, or prevent the 
destruction of the spirit of enterprise? 

5. What would be the effect on business activity of the 
rise in prices which is expected to accompany devaluation? 
And if a gain is to result, what must be the relation between 
price advance and wage advance? 

6. What are the channels through which devaluation would 
affect prices? How effective a device for price boosting is it? 

7. Finally, what do theory and experience teach as to the 
probable effect of devaluation on export and import trade? 
Is it an effective method of international trade competition? 
And if so, what counter measures are to be anticipated from 
other nations? 


I. WHAT IS DEVALUATION? 


There are, in fact, three types of devaluation, so different 
in character that it is unfortunate that the same word is ap- 
plied to them. One case, and this is the one for which the word 
is most appropriate, is a reduction in the redemption value of 
a currency which is already actually redeemable in gold. The 
second type, which is not a genuine devaluation at all, con- 
sists of a change in the nominal redemption value of a cur- 
rency which is not actually redeemable after the change is 
made. Such a case was the change in the nominal redemption 
value of the Austrian currency in 1892. The third case, which 
may or may not involve a genuine devaluation, is the re- 
establishment of gold redemption of a depreciated paper cur- 
rency, at less than the old par. Such transactions were very 
numerous in Europe in the years from 1924 to 1928. France 
revalued its currency in 1927 at about one-fifth its old gold 
value, after more than a decade of fluctuating irredeemable 
paper. Italy stabilized in 1928 at about one-fourth its pre- 
war gold standard. Austria revalued the paper crown at the 
rate of I to 14,400; Czechoslovakia at about 1 to 6. 

Cases of this last type constitute nominal, but not neces- 
sarily economic, devaluations. Legally, the new unit is 
“worth” less than the old, but the economic effect is not a 
question for the lawyer. Economically—that is, for all prac- 
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tical purposes—a currency which is put back on gold is not 
devalued unless the new value is in fact lower than that 
which has been maintained during the period immediately 
preceding revaluation. 

In stabilizing a currency the preliminary task of the mone- 
tary authority is twofold: to determine what new redemption 
value would most closely correspond to the actual current 
value of the currency; then to decide whether it is desirable to 
fix a corresponding redemption value, or to revalue upward or 
downward from it. A revaluation which legally reduces the 
value of paper money may actually increase it, or leave it un- 
changed. 

Unfortunately, determination of the gold value which 
would correspond to the current purchasing power of a cur- 
rency is a matter of great difficulty. The test whiclhris easiest 
to apply is the state of the exchanges of gold-standard coun- 
tries. But this “external” value frequently gets far out of line 
with the “internal” value, which is the power to buy goods 
and services within the country, and the objective in choosing 
a revaluation level is primarily to avoid disturbance of the 
internal price level, or to change it in a way deemed desirable. 

At the present time (November, 1933) it is clear that the 
dollar has depreciated much more in the foreign exchange 
markets than it has in its domestic purchasing power. Such 
discrepancies often persist for long periods. 

Second, the internal purchasing power is not a simple thing 
which can be measured directly and accurately. Different 
“prices are differently affected by currency depreciation; the 
net change must be estimated by averaging quotations, and 
the results are greatly affected by the choice of an index. 

_ Moreover, if we could ascertain with accuracy that our 
‘money has depreciated in purchasing power by a certain 
amount, say $0 per cent, it does not follow that re-establishing 
gold redemption at a $0 per cent devaluation ratio would 
freeze the price level. The very fact that a currency becomes 
‘redeemable will affect its value. On the one hand the money 
will be more valued as a medium of saving; this will slow down 
‘its circulation and increase its value. On the other hand, funds 
which have been driven abroad in fear of further depreciation 


[3] 


will return; this will raise the prices of domestic securities and 
of investment goods. 
The reluctant recruits of the devaluation army, who have 
~ come to it because of political opportunism, are really advo- 
cates of “revaluation”; they seek primarily the re-establish- 
ment of the gold standard, and not a further reduction of the 
value of money. The sincere opponent of all genuine devalua- 
tion schemes can well afford to accept a moderate reduction 
in the nominal gold content of the dollar, if given assurance 
that the new value will be maintained. Whether such a meas- 
ure would constitute a real devaluation would depend on the 
relationship between the new redemption value and the 
amount of depreciation which the paper dollar had already 
suffered. And it is to be repeated that the level of revaluation 
which would result in a given price level is largely conjectural, 
It depends chiefly on the extent to which the rise in prices 
that has occurred since the gold standard was abandoned is 
due merely to loss of confidence, confidence which would be 
re-created by the restoration of a gold standard. 

The arguments for and against devaluation are much the 
same, whether the case is one of devaluation of a gold cur- 
rency by reducing its weight, or of devaluing a paper currer 

restoring gold redemption at a rate lower would ce 
respond to the current purchasing power, except that in 
latter case there are more elements of uncertainty as to t 

_ results. The main issue is the justification for a 

~ duction of the value of a currency, followed by edem 

tion or circulation of gold coinage—regardless of whether the 
currency to be devalued is already on a gold basis. : 


NM. OBJECTIVES OF DEVALUATION 


could be tapped. Though in the end the value of the debased 
coins might become so low as to wipe out the gain from de- 
basement, this was not the immediate result. Many prices, 
including most wages, adjusted themselves only slowly to the 
changed weight of the shilling, even in the days when there 
was no such organized procedure as we have now for keeping 
them rigid. And for one purpose the debased coin was just as 
good as the old, namely, for the payment of pre-existing debts. 
Debasement of the coinage was a way of repudiating part of 
the king’s debts. The resulting loss fell partly on his creditors 
and partly on an indefinite series of others to whom succes- 
sively the new coins were passed while the price level was in 
process of adjusting itself to the new situation. 

In the movement for devaluation in the United States com- 
paratively little has been said of its possible service as an ex- 
pedient for easing the government’s financial position. The 
credit of the United States government is still strong in spite 
of the fact that its debt is rapidly approaching the highest 
level reached during the World War. Twice during the last 
half of 1933, the Treasury has appealed successfully to the 
public to buy its securities on an investment basis. It still 
uses the banks only as a means of effecting temporary in- 
creases in floating indebtedness, these bank loans being pres- 
ently refunded by bond issues. Some members of Congress 
have indeed advocated devaluation of the government’s debt 
through a scaling down of the Liberty Bonds and other out- 
standing indebtedness of the government, but this has been 
suggested primarily as a means of redistributing the national 
wealth rather than as a means of solving the government’s 
financial problems. 

The argument for devaluation of national currencies as a 
way of relieving the economic situation is twofold, one phase 
relating to the domestic price level, the other to external 
trade. On the one hand, it is hoped to raise the whole level 
of commodity prices, and thereby to give relief to debtors and 
stimulate an increased volume of industrial activity. On the 
other hand, it is hoped that lowering the value of money in 
terms of foreign currency will make exportable goods cheaper 
for foreigners to buy, and importable goods dearer for home 
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consumers, thereby stimulating exports and discouraging im- 
rts. 

The two objectives are of course in direct conflict with one 
another. To the extent that domestic prices respond to dollar 
devaluation, the process fails to stimulate exports and to dis- 
courage imports. It is possible, however, that both 
might in part be accomplished: prices at home might rise 
enough to satisfy the demands of the more moderate advo- 
cates of higher prices but not enough to wipe out entirely the 
stimulus to export trade. On the other hand, the effect might 
be to raise prices of export and import goods by the full 
amount of the devaluation, while prices of goods not moving 
in foreign trade remained comparatively stable. 

In general, the emphasis in American propaganda for de- 
valuation is upon the effect of the reform on internal prices, 
while in British discussion the foreign trade argument re- 
ceives more attention. This difference is readily explicable in 
terms of the greater importance of overseas trade in British 
as compared with American life, and the long-standing free 
trade tradition of the older country. We consider first 
the suggestion that domestic prices can and should be raised 
by devaluation, 


Ill, SHOULD THE PRICE LEVEL BE RAISED? 
The chain of arguments by which devaluation has been 
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urged in numerous publications, was much more elaborate 
than the current suggestion of a single drastic change to cor- 
rect an accumulated error in the standard of value. Fisher 
proposed that instead of gold coin, only gold certificates be 
circulated, these certificates to be redeemable not in a fixed 
quantity of gold but in a quantity of gold bullion of fixed 
purchasing power; in other words, in a quantity of gold which 
would vary directly with the changes in the wholesale price 
level. Every upward or downward change of a fixed amount, 
Say I per cent, in an average of a large number of wholesale 
prices was to be the signal for a corresponding change in the 
weight of the dollar. 

This proposal, which was worked out in its details with 
great care, gained a considerable measure of support, especial- 
ly among theoretical economists, just before and just after 
the war. About ten years ago, however, interest in the idea 
declined because of the rise of a new theory, namely, that 
prices and business activity can be controlled by central 
banks by credit devices without any necessity for changing 
the weight of the dollar. It came to be a generally accepted 
doctrine that the amount of credit which is pyramided on the 
gold supply as a base is more important than the size of the 
base. If this is controlled, the value of gold is controlled, and 
it is unnecessary to adjust the amount of gold in the dollar. 
To control credit various central bank activities were recom- 
mended, the most important being the manipulation of re- 
discount rates and the purchase and sale of securities in the 
open market. 

Central bank operations intended to control the amount of 
credit expansion were known before the war, but it was only 
after 1921 that they came to be regarded as the most signifi- 
cant influence determining the level of short-time interest 
rates and of prices. During the decade from 1922 to 1931 cen- 
tral banking enjoyed tremendous prestige alike among theo- 
rists, among political administrators, and among financiers. 
During the depression, however, the prestige of the central 
banker has suffered a decline, partly because he is a most con- 
venient scapegoat to bear the burden of the sins of 1925-29, 
and partly because of the conspicuous failure of all his efforts 
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to reverse the tide of depression. Beginning with 1930 prac- 
tically every central bank, including the Bank of England and 
the Federal Reserve banks of the United States, has dis- 
~ charged against the depression its entire arsenal of credit 
: weapons—with what lack of success it is unnecessary to speci- 
fy in detail. 

Consequently, along with other forgotten policies of the 
days before the vogue of central banking; along with free sil- 
ver and greenbackism, and price fixing and wage fixing, and 
mobbing of courts and strengthening of tariffs, comes once 
more the demand for devaluation. It comes sometimes in the 
refined form of Fisher's “rubber” dollar described above; more 
often just now in the form of a demand for a revision which 
once for all will restore the price level of 1926. 

The desirability of forcing a rise in the price level by de- 
valuation, or in any other way, involves two main issues: first, 

’ the readjustment of the relationships of debtor and creditor, 
and second, the effects of the change of prices on the volume 
of employment and the rate of productive activity. These 
must be considered separately, because (and it is important 
that this be emphasized) relief of debtors and stimulation of 
industry are two distinct issues and not merely two 
of the same issue. One argument is based on the desi ty 

of higher prices, the more stable the better, the other on t 
need for rising prices. 
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harassed debtors or their liquidation by desperate creditors? 
Does not the pressure of interest charges make it impossible 
to operate business at a profit? And would not the remission 
of indebtedness liberate a vast volume of purchasing power 
and thereby stimulate a speedy recovery of industrial pro- 
duction? 

To the first question the answer is a categorical “No.’’ Who 
are the harassed debtors? The chief debtors are the railroads, 
the banks, the municipalities, and the national governments, 
and none of these has had any inventories to dump on the 
market in order to liquidate its indebtedness. Low agricul- 
tural prices and low prices of minerals and other raw materials 
are not due to any abnormal pressure of debtors to liquidate 
or of creditors to force liquidation; they are primarily due to 
the maintenance of production coupled with the slackening 
of demand from ultimate consumers. - 

Among manufacturing corporations the burden of debt is 
relatively light. In spite of the severity of the current depres- 
sion, the rate of bankruptcy among industrial and trading 
corporations has been comparatively low; indeed no American 
industrial corporation of the first rank has been forced into 
receivership in the whole depression period. The reason is 
simple. The industries of the United States had in 1929, and 
still have, in comparison with their magnitude, the smallest 
debt burden in history. The stock-market boom of 1924-29 
enabled corporations to float stocks on favorable terms and use 
the proceeds to pay off their long-term bonds and their short- 
term indebtedness to the banks; and their memories of sad 


experiences in Ig2I encouraged them to take advantage of _ 


this opportunity to the fullest. 

This has prevented bankruptcies, but it has not prevented 
suspension of activity. The same conditions which make it 
unprofitable for an industry to operate if it is heavily in debt, 
make it unprofitable to operate if it has no debt. The auto- 
mobile industry has substantially no debt, yet it has been 
running at less than half-capacity for several years. Of the 
leading steel companies scarcely one has a significant amount 
of debt, yet steel is one of the most depressed of our major 
industries. On the other hand, agriculture, one of the chief 
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sufferers of the debt burden, has not reduced the amount of 
its output or volume of employment—except in so far as a 
reduction may now be resulting from the government's policy 
of forcing contraction. 

To our second question, therefore, the answer is also “No.” 
Debt burden does not constitute a reason for suspension of 
activity nor for the maintenance of prices at which goods can- 
not be sold. Fixed charges go on regardless of whether busi- 
ness booms or lags; they cannot, therefore, be a factor con- 
trolling the decision whether to proceed or to quit. The costs 
which determine whether it pays better to produce or to shut 
down are the cariad/e costs, the ones which can be eliminated 
or reduced by shutting down. Those which go on regardless 
of the decision have no bearing on the decision. 

To the third question, the answer is also “No.” Remission 
of debt does not create purchasing power nor liberate pur- 
chasing power. Creditors need purchasing power as mes ts 


do debtors. The payment of a debt merely transfers purchas- 
ing power from one person to another; it does not affect in 
any way the total purchasing power of the community. True, 
if a creditor collects a debt and refuses either to loan out the 
capital he has had returned to him, or to invest it, or to spend 
it, the result is a contraction of national income and 

petuation of one of the major forces of the depression. But 


ship, or by very short-term loans (supposed for that reason 
to be capable of liquidation in advance of a possible wiping 
out by devaluation), or else by foreign loans. For example, 
throughout the area of the violent wartime inflation, new 
housing construction has for more than a decade been almost 
entirely dependent upon governmental subsidies. 

It does not follow, however, that every measure of debt 
relief is found to be disastrous. The situation just cited is the 
result of an extreme dose of debt relief. It does not prove that 
we need rush to the other extreme and grant no relief at all. 
It only points a warning. 

We conclude that the case for debt reduction must rest on 
the simple plea of equity, and on the social importance of 
stability in business relationships. Let us examine it from 
these viewpoints. It is true, as the devaluationists urge, that 
any drastic change in the price level must rob one person for 
the benefit of another. 

Moreover, any great change in the meaning of debts does 
discourage the continuance of normal credit relations. Rising 
prices destroy the value of life-insurance policies, savings bank 
deposits, bonds and annuities, and undermine the disposition 
to save. Falling prices, on the other hand (except in so far as 
they are due to increased productivity) wipe out the equities 
of farm owners in their lands and buildings, of workers in 
their homes, of business men in their equipment, of the com- 
mon stockholders in all corporations which are financed on 
bonds or preferred stock. Thus falling prices penalize enter- 
prise and industry, as much as rising prices penalize thrift and 
conservatism. . 

But under our economic system it is imperative that neither 
thrift, on the one hand, nor enterprise, on the other, be dis- 
couraged. We need savers to furnish capital, and we need 
business managers who will borrow the capital provided by 
the savers and put it to productive use. If the modern world 
follows the injunction of Polonius, “Neither a borrower nor a 
lender be,” it must develop some new form of economic or- 
organization, or private capitalism will perish from the earth. 

To be sure, the magnitude of the evil of fluctuating prices 
frequently is exaggerated because it is estimated on the basis 
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of the total amount of debt instead of the net amount. A very 
large amount of the internal debt of each country is offset by 
credits in favor of the same persons. The banks are at the 
same time the biggest debtors and the largest creditors. So 
are the life-insurance companies. Brokers’ debts to banks are 
offset by customers’ debts to brokers. Consumers owe retail- 
ers, retailers owe wholesalers and banks; wholesalers owe 
manufacturers and banks; manufacturers owe one another 
and owe sellers of raw materials and owe banks, and the banks 
owe the consumers. Nevertheless, when all allowance is made 
for duplication, it remains true that a rapid shift in the price 
level takes wealth away from some people and gives it to 
others. This is an evil of itself, quite apart from its indirect 
effects. 

It must not be sup that raising prices to the level of 
any chosen period will cure the hardships to which changing 
value of money gives rise. What each debtor needs to help 
him out is not so much a rise in general prices as a rise in the 
price of the specific thing he has to sell, and there is no hope 
of avoiding a great inequality in the operation of the remedy, 
just as there have been great inequalities in the appearance 
of the evil. The railroads, for instance, are not troubled be- 
cause of any fall in the prices of what they have to sell, What 

t is more business rather than higher rates. A ve 


by law. The less the advance in the prices of the things these 
people sell, the more must be the advance in the things they 
buy in order to raise the average. 


B. RISING PRICES AS A STIMULANT TO BUSINESS 


So much for debt relief. Let us now turn to the second 
reason advanced for devaluation, namely that rising prices 
will stimulate a revival of business activity. We have argued 
above that deflation will not stimulate business indirectly by 
its effect in reducing debt. Will it do it directly by increasing 
profits? 

Clearly, there is some genuine causal relationship from 
rising prices to business activity. In the first place, the antici- 
pation of rising prices tends temporarily to stimulate produc- 
tion of goods to take advantage of the situation, and there is 
nothing which creates an anticipation of rising prices so effec- 
tually as do actual rising prices. Buying for a rise stimulates 
production. There is a cumulative tendency in an upswing. 
But this is in the nature of things a very temporary stimulus. 
Inventories of goods held for resale are never a large fraction 
of the total productive capital of the country, and they cannot 
be greatly increased. What is bought for a rise is presently 
dumped to collect profit, or to cut losses. An expansion which 
is essentially a speculative boom invites a speculative re- 
action. 

There is, however, a more important way in which rising 
prices definitely stimulate production. This is the fact that 
prices do not rise evenly, and the prices which tend to lag on 
an upswing are predominantly those which are paid by busi- 
ness men to the rest of the community as a condition of pro- 
duction. Freight rates, for instance, are very rigid. As prices 
go down, they become heavier and heavier, relatively speak- 
ing, and consequently, fewer and fewer goods can stand the 
cost of shipment. With rising prices, freight rates become a 
smaller and smaller element in total cost and less and less a 
restraining influence on productive activity. — 

Wages are less rigid than freight rates, but are more rigid 
_ than most commodity prices, and this is especially true in the 
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case of moderate price swings. Expansion of production re- 
quires expansion of employment; na prices rise, wages, like 
reight rates, become relatively less burdensome, and it pays 
to employ more labor. Vice versa, when prices drop, wages 
tend to become relatively heavier, profit shrinks more than | 


4 prices, and production falls. 
So long as we rely on private profit to control industry, a 
; relative fall in wages will tend to stimulate expansion, and a 


relative rise in wages will tend to cause unemployment. Here 
is a basic argument for inflation as a business stimulant. It is 
a way of correcting a wage scale, which has gotten out of line 
with the prices at which goods can be sold. Price expansion 
without corresponding wage increases reduces the income rate 
of labor, that is to say, the real income of those laborers who 
would have employment anyway if the price depression con- 
tinued, just as it reduces the real income of those who live 
from bond investments and interest on loaned capital. But it 
increases the relative share received by that fraction of the 
community whose decisions determine the rate of activity of 
business. Up to the point where unemployment has been sub- 
stantially wiped out, it leads to an increase in the total amount 
of social income. When there is much unemployment, labor 
ate nieoeee en than it loses 

the lag in wages. It does not pay labor, as a group, to hold 
out for so high that labor cannot be sold, any more than 
oe} Sere eae. or.0 seemmetnceswer wo. pete Nie Gia > 
_ Arise in the general price level, then, would do two thing 
First, it would restore to debtors more nearly the positior 
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IV. EFFECTIVENESS OF DEVALUATION AS A PRICE STIMULANT 


The case for devaluation is unique in that it can be sup- 
ported by an appeal to the most divergent types of monetary 
theory. The simplest argument for devaluation as a practical 
way to raise prices is that which rests on the old-fashioned 
commodity theory. According to this doctrine, gold standard 
currencies derive their value from the value of gold as a com- 
modity. Hence, to cut in two the amount of gold which is to 
be given for a paper dollar will cut its value in half, just as 
reducing the redemption value of a milk ticket from a quart 
to a pint will cut its value in half. If this doctrine is valid, the 
monetary problem is simple indeed; commodity prices can be 
marked up and down at will by devaluing and revaluing the 
monetary unit. 

Unfortunately, however, there is almost universal agree- 
ment among students of money that this simple commodity 
theory is untenable. It probably would serve to explain the 
value of money in the earliest days of the gold standard, and 
it would still be sound if the monetary use absorbed only a 
very small fraction of the world’s supply of gold—as the de- 
mand for milk tickets for trading purposes constitutes a 
negligible element in their value. But gold reserves are so 
large and the requirement for them is so variable; and the 
commercial demand for gold is so small and so steady, that 
it is the money use that determines what gold shall be worth 
for industrial purposes, and not the other way around. The 
utility of gold as a commodity is not great enough to furnish 
a basis for the price level of the world. 

Much more generally held is the so-called quantity theory, 
which finds the key to the value of money in the number of 
monetary units; double the number of dollars and you halve 
the value of each, so that the total value of the monetary 
stock remains the same. Most economists now give some sort 
of qualified allegiance to this doctrine, but there are wide 
differences of opinion as to the length of time before a change 
in the quantity of money will reflect itself in a corresponding 
change in the average price of commodities, as to the impor- 
tance of the “other things” which must “remain equal” dur- 
ing the period of the adjustment, and also as to the possibility 
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of their doing so. When stated so as to command substantial 
unanimity, the doctrine is so loaded with qualifications as to 
be of little service as a guide to policy. 

~ We cannot here go into the ramifications of the problem of 
the value of money, but it may be worth while to point out the | 
fact that in practically every case where during the World | 
: War countries attempted to finance themselves by expanding | 
the volume of their currencies, both commodity prices and the 
4 prices of foreign gold standard currencies rose much more 
slowly than did the quantity of money, so that for a year or 
two the value of the total stock of currency increased instead 
of remaining constant as the quantity theory requires. Later, 
in the case of the major inflations, the decline of the value of 
the money began to outrun the increase in its quantity, and 
finally in those cases where the quantity of money came to 
exceed, say ten times the original quantity, the depreciation 
in value came to exceed the increase in volume. The total 
purchasing power of the currency stock fell below its pre-war 
value, and the discrepancy grew greater and greater as the 
inflation proceeded. At the end of the German inflation, when 
the quantity of money units (marks) had come to exceed the 
pre-war level a trillion fold, the total value of the outstanding 
currency was actually less than ¢Aree per cent of the pre-war 
figure, and there was, in consequence, an acute shortage of 
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With reference to the last point, however, it will be rejoined 
that under the conditions which obtain in the United 
States, the significant quantity of money for purposes of price 
analysis is not merely the quantity of government currency, 
but includes also the quantity of demand deposits in the 
banks. But the case is not much better when this correction is 
accepted. For, in the first place, though the volume of bank 
deposits has indeed fallen in the United States since 1929, it 
has not fallen more than 30 per cent, and a small part of this 
decline is offset by the increase in the currency. Meanwhile, 
the wholesale price level, as was noticed above, declined by 
about 40 per cent. 

Second, the inclusion of bank deposits, while it makes the 
theory more tenable, makes its application to the proposal of 
devaluation even less defensible. If the significant volume of 
money is the total of cash and bank deposits, a change in the 
weight of the dollar can be significant only in so far as it may 
be expected to bring about a proportionate change in the 
volume of paper currency and bank credit. Devaluation 
would not of itself change the volume either of treasury cur- 
rency or of bank deposits in circulation. Nor would it have 
any direct effect on the amount of the reserves which the com- 
mercial banks have at their disposal. They have no gold to be 
valued upward. Devaluation would only increase the number 
of dollars represented by the country’s gold stock, which is 
substantially all in the treasury and in the Federal Reserve 
banks. Assuming that the Reserve banks were allowed to 
keep the profit resulting from revaluing their gold upward in 
terms of the dollar, they would gain about thirty million dol- 
lars as a result of each 1 per cent reduction in the weight of the 
dollar, or a billion and a half as the result of a $0 per cent de- 
valuation. 

But what of it? How would such an increase in the reserves 
of the Federal Reserve banks translate itself into an altered 
price level? Obviously it could do so through only one chan- 
nel—through the old device of a liberal credit policy. Low re- 
discount rates and large purchases of government bonds in 
the open market would put more reserves into the commercial 
banks and this, it is hoped, would induce them to pursue a 
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more liberal policy in extending credit to their customers and 
in buying securities. Not until this liberalized policy led to a 
doubling of the volume of bank deposits would a So per cent 
_~ devaluation double the quantity of “money” in the country, 
and that would mean raising the level of bank deposits far 
above the peak level of 1970. 

But if this is what is needed, devaluation would contribute 
but little to the program. As was noted previously, the Re- 
serve banks, and nearly all other central banks, are already 

rsuing and have been pursuing for four years an extremely 
iberal credit policy. They are now maintaining rediscount 
rates so low as to be practically nominal, and they are buying 
government bonds in prodigious quantities, and if the rate of 
buying is too low, the deficiency is not due to a shortage of re- 
serves. The volume of bonds to be bought is a question of 
policy; the Reserve banks could step it up, if it seemed wise 
to do so, without devaluation of currency. Devaluation would 
give them more gold dollars in their reserve, but they have 
more now than they had in 1919 when the price level was 
more than twice as high as it is now, and more than they had 
in 1929 when it was one and a half times what it is now. So 
long as they have a substantial excess of reserves over legal 
requirements, devaluation would not be likely to lead to any 
drastic change of policy. 

The connection es Se Sie dollars in the 


port, and there is an upper limit to the price level that a given 
amount of credit and currency will support. But we rarely 
work at these limits, and there is a tremendous elasticity in 
the margin between the actual price level and the maximum 
which a given quantity of gold would support. If on our pres- 
ent reserves we were to pyramid the same ratio of credit as 
in 1929, and if the price level were supported by a turnover of 
that credit as rapid as in 1919 with the present volume of busi- 
ness or even with the volume of business of 1929, the price 
level would be three or four times what it is at present. If, 
therefore, the purpose of devaluation is merely to remove an 
upper limit and not to exercise a direct influence on the price 
level, its futility is apparent. The upper limit, without de- 
valuation, is so far away that devaluation is superfluous. 
Moreover, even if devaluation of the reserves led to a cor- 
responding increase in the total volume of circulating money, 
it does not follow that prices would rise in the same ratio, even 
approximately. Correction of a big downswing of prices is not 
simply the reverse operation of the correction of a big up- 
swing. Major price advances, those that create real distress, 
are usually the consequences of big increases in the volume of 
money, and the movement can be reversed by cutting off the 
money supply. But big price declines (including that of 1929- 
33) have been due not to a decreased supply of money but 
rather to a decreased disposition on the part of the people to 
spend their money. Whether this increased disposition to hold 
on to money (commonly described as a decrease in its veloci- 
ty) can be corrected by an offsetting increase in quantity is an 
interesting theoretical question; we have no experience ade- 
quate to answer it. Certainly such an attempt would involve 
great risks. For if an increase in the volume of money de- 
signed to offset a decline in its turnover, should accompany, 
perhaps cause, a restoration of the old turnover, or generate a 
higher one, instead of a restoration of a past price level there 
would ensue a tremendous swing in the opposite direction. 
Stability around any level is better than wild fluctuation in 
either direction, and so long as the currency manager can con- 
trol only one element in the situation, volume of money, with- 
out any control over its turnover (to say nothing’of the quan- 
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tity of goods available for purchase) there is no reason to an- — 
ticipate a successful outcome of his experiments. 

There remains one other more direct connection, however, 
between the price level and the amount of gold in a dollar. © 
This connection is found in the valuation of the currency in 
the foreign exchange markets. If one gold-standard country 
4 changes the weight of its monetary unit, and if other gold- 
standard countries leave theirs unchanged, there follows an 
immediate and almost exactly proportionate shift in the ex- 
change ratios. The value of one gold-standard currency in 
terms of another can deviate only slightly from the legal ratio 
between the redemption values. If America and France were 
both on the gold standard and if the weight of the American 
he dollar were reduced 25 per cent, the price of the French 

c in dollars would go up automatically 33} per cent; or, 
stating it the other way around, the price of dollars in francs 
would go down 25 per cent. 

If the price level in francs and dollars did not change as a 
result of the altered exchange parity, and if there were no tar- 
iffs or embargoes or anti-dumping restrictions or similar inter- 
eee road ben gant increase in French buying ¢ 

goods, and a corresponding restriction of Americ 

baying of French gods The prices of commodities whic 
a in international trade would adjust themselves at 

once to the new exchange position, going up in one country, ¢ 
~ “2 ghenherwthebe ap dares until no more than n aa 
were stimulated. 


This analysis is sound as far as it goes, but the obvious con- 
clusion must be accepted with reservation. In the first place, 
the argument obviously has much more force when applied to 
the case of a single small country trading with a large number 
of large countries with stable gold money, than it does in the 
case of a large country trading with a small number of rela- 
tively small gold-standard countries. If, for instance, in 1913, 
or 1929, when the rest of the world was substantially on a 
gold-standard basis, Denmark had decided to devaluate its 
currency, say by 20 per cent, the influence of Denmark’s ac- 
tion on the world-value of gold would have been negligible, 
and the influence of the world-value of gold on the Danish 
price level great. The commodities which are imported into 
and exported out of Denmark make up a very large share of 
her total trade. These import and export commodities would 
at once have risen in price in Danish crowns by the full 
amount of the decline in the intrinsic value of the crown. In- 
ternal prices would certainly have changed in the same direc- 
tion, though even in this case it probably would have been 
years before domestic prices would have reached the same re- 
lationship to one another which they occupied before. 

The case of the United States in 1933 is very different. 
Foreign trade is a relatively small part of our total trade. 
Moreover most of the countries with which we deal are off the 
gold standard, and their currencies are not independent of 
ours. There is therefore no presumption that the readjust- 
ment of the prices of import and export commodities would 
cause a change in the general price level at all comparable to 
the change in the weight of the dollar. 

It is unnecessary, however, to discuss this question from 
the theoretical standpoint. So far as the foreign exchanges are 
concerned, the dollar has already been devalued. In the spring 
of 1933 the United States suspended gold redemption of its 
currency. The gold currencies rose in price and for some 
months now have commanded premiums of 30 to 40 per cent. 
Whatever influence devaluation can exercise on the price level 
through the foreign exchange has already been exercised, for 
so far as foreign trade is concerned, we already have a de- 
valued dollar. But the response of the internal price level to 
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this decline in the external value of the currency has so 
been very slight. Foreign trade is not normally of comm 
ing influence in our prices, and in recent days it has been 
restricted by tariffs and embargoes that prices which are m 
on an international basis exercise but little leverage on th 
internal price level. 

At first wheat and cotton rose at a rate which reflected wit 
considerable accuracy the decline of the dollar, but later it k 
become evident that even for these staples there is no longer 
world-market, and they have ceased to respond closely to th 
gyrations of the exchange. It is possible that a definite revah 
ation of the dollar accompanied by a credible statement of 
intent to maintain the new gold content might have more i 
fluence than has been exercised by the recent speculative fluc 
tuations of the exchange. It is difficult to see, however, unle 
present trade barriers are broken down, how the value of fe 
eign currencies, no matter how solidly grounded, can exerci 
much influence on the domestic situation. 
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raising domestic prices, and gauges its success by the accuracy 
with which price averages approach a predetermined goal, this 
group finds its chief value in the tendency of domestic prices 
to lag behind the rise of foreign currencies, which stimulates 
exports and discourages imports. The idea is that the costs of 
production of domestic commodities, especially wages, will 
not rise as fast as the exchange value of the dollar falls; conse- 
quently, foreigners will be able to buy our goods more cheaply, 
measuring cost in their own currencies, though at higher prices 
as measured in our money. 

It must be admitted that this analysis has some validity, 
especially if the change in the money is assumed to take place 
in a period when there is a significant amount of unemploy- 
ment. If export industries, and industries producing goods 
formerly imported, can expand by drawing on unemployed 
iabor, rather than by bidding against previous employers for 
labor already in use, the devaluation process, “other things 
remaining equal,” would help export industries to expand at 
the expense of foreign competitors. Only on this assumption 
is there any benefit from the process; there is no gain in an 
expansion of exports, or a decrease of imports, which merely 
reflects a corresponding diminution in the production of goods 
for the home market. 

The effect of devaluation on foreign trade, in so far as it 
actually operates to increase the “favorable” trade balance, is 
only a special instance of the principle already discussed, that 
an indirect lowering of wage rates, if the rigidity of wage rates 
has been obstructing employment, will aid in the absorption 
of the unemployed. The relative decline of wages which re- 
sults from falling exchange rates would have no such com- 
pensating benefit if labor already had substantially full em- 
ployment. It would then only divert labor from one employ- 
ment to another, without any benefit to the community. 

Two more important qualifications must be made. One re- 
lates to the effect of changing exchange rates on the balance of 
payments; the other to their effect on employment abroad and 
the probable response of foreign governments. As to the first 
point, a shift in trade such as this theory calls for will at once 
create an oversupply of foreign currency in the hands of do- 
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mestic exporters, or their bankers. The exchange rates will 
drop back toward their former position, and, if both countries 
stay on the gold standard, gold will move toward the devalu- 
ing country, and continue to move so long as the trade ad- 
vantage continues unless international loans obviate the gold 
movement. Since the devaluing country has just increased its 
monetary reserves by revaluing them, they are presumably 
| ample, and the inflowing gold will serve no useful purpose. 
‘ Second, if foreign countries also have rigid wages and other 
costs, the decline in their exports and the decrease in their 
imports will cause them to suffer a wave of unemployment. 
This will lead to reprisals. Tariffs will be raised, import quo-— 
tas will multiply, embargoes will be declared against “ex- 
change dumping,” and if these measures do not suffice, the de- : 
valuation experiment will be imitated. The duties and import 
quotas will throttle international trade; the competitive de- 
valuations will progressively destroy the values of all the cur- 
rencies which are involved; and one more element of bitterness 
will infest international political relations. Devaluation for 
the sake of trade advantage is pernicious; it can give rise to no 
permanent advantage in trade, and it destroys the small 
chance that an intelligent policy of currency control, governed 
solely by domestic criteria, may have some beneficial effects. 
It may be added that while, in reat peli} 
omists, the theoretical effects of devaluation on foreign trade 
could be discerned in tion in 1927—31, it is im eat 
~ discover them in trade data for more recent years. Duri 
: from the stabilization of the French franc to the 
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the world has declined rapidly, and the loss of confidence in 
currencies and the reprisals against exchange manipulation 
have contributed to this result. But in this decline, the de- 
valuing countries, except perhaps Japan, have fared no better 
than the rest. France, Holland, and Switzerland on the gold 
standard, have suffered no more than have England, Sweden, 
and Canada. And during the six months since the United 
States abandoned gold, our export trade has actually declined 
more than our imports. As a device of international competi- 
tion, devaluation has not only been pernicious; it has been 
futile. 
VI. SUMMARY 


The conclusions of our analysis may be summarized as 
follows: 

1. Legal devaluation, that is, the re-establishment of gold 
redemption with a reduced gold content in the monetary unit, 
is frequently necessary. When the currency has been allowed 
to depreciate to a considerable extent, and has circulated for 
some time at its lowered value, restoration of the old gold unit 
would not correct the evil that has been done. It would mere- 
ly create a new set of injustices and a new series of maladjust- 
ments. 

2. Devaluation as a means of gaining differential trade ad- 
vantages over other countries is usually futile and always di- 
ruptive of international relations. 

3. There is a theoretical justification for raising a price 
level which has recently fallen abruptly with a view to cor- 
recting maladjustments (a) in debtor-creditor relations and 
(2) between the rigid and the flexible prices. However, such 
readjustment is desirable only at a time when the relation- 
ships formed on the basis of the new price level have not yet 
assumed an importance comparable to the old set. 

4. Reduction of the metallic content of a gold currency is 
not a tried and proved device for restoring a price level, nor is 
there a clear theoretical case in its favor. It would be rash to 
say that it will never accomplish beneficial results; it would be 
still more rash to predict what those results will be. 
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